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Ladi es and Gentl enen:
l.

Permit nme to extend ny thanks to Ei nar Hope and
Lars Bergman, the Norwegi an Associ ation of Energy
Econom cs, and the International Association for Energy
Economi cs, for inviting ne to address this

di sti ngui shed audi ence.
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My assignnent today is unconplicated. Fromthe
perspective of a national regulator, | plan to describe
for you the chall enges presented by restructuring an
electricity industry that is remarkably diverse and
under goi ng a fundanental transformation,
technol ogically, operationally, and in its corporate
makeup. Note that | did not call this process
deregul ation; | ocal and federal governnents are not yet
prepared to abandon the field; conpetitive nmarkets are
not performng flaw essly; the pricing of transm ssion
services is still nore art than science; and the
network of wi res upon which conpetition depends is

still a nonopoly enterprise.

Yet, the prevailing (but by no neans unani nous)
strategic direction in the US. is to establish
conpetitive energy markets. | think it is even fair to
say that conpetition in wholesale electric markets is
now wi dely endorsed even by those who oppose retail

conpetition. There is a form dable task ahead, |
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believe. It is to develop and then pursue a persuasive
vision of 21st century electricity markets -- a vision
quite different fromthe patchwork of rules and market
nodel s that have created denonstrable inefficiencies in
the past. Because bul k power markets operate
physically and commercially in virtual disregard of the
limtations of state and local |law, or even

I nternati onal boundaries, that vision of the new bul k
power market necessarily entails the trade and delivery

of el ectrons instantaneously across nultiple

jurisdictions without obstruction — physical,
financial, or political. So, to realize this vision,
we nust be willing to i npose on |arge regions a higher

degree of uniformty in pricing, reliability standards,
commerci al transparency, nethods of planning and
expanding facilities, congestion nmanagenent, and so

forth, than has previously been the case.

In many respects, the United States and the

Eur opean Uni on share a common history and fate. The
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U S is a confederation of states, as is the EU 1In
fact, our nmotto -— "E Pluribus Ununt or From Many,
One — represents a nodern social and political

obj ective on both sides of the Atlantic. In both

cases, our respective electric power industries
originated as |l ocal economc principalities that have
only lately begun to work as an integrated system at
the bul k power level. Still, like pre-Bismarck Gernany
or the Bal kans at the end of the 19th century --
Anericans |l ove the term "bal kani ze" -- there is a
bew | deri ng nunber of operational arrangenents and
regul atory authorities in the market; they stand as an
obstacle to the achi evenent of |arge, open power

mar kets and the benefits that flow fromthem

[Slide 2]
Let ne illustrate the diversity of the U S

el ectricity business and suggest the problens we face.
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There are over 3000 electric utilities in the U S --
I nvest or - owned, nuni ci pall y-owned, nenber-owned rural
cooperatives, and |large federally-owned utilities.
Each is governed differently and is subject to very

di fferent kinds of regulation or oversight -- often at
both state and federal levels. Until recently, they
all shared a common pedigree: they were nonopolies
established by law, insulated fromany conpetition for
custoners, and used by state and |ocal officials as tax
collectors for certain social beneficiaries. Wile
major utilities vertically integrate the transm ssion,
di stribution, and generation functions, the greatest
nunber are snmall and transm ssi on-dependent. Two-
thirds of utilities have no generating capacity and
must buy power to serve custoners' needs. There are,
however, 10,000 generators in the U S., supplying

wi dely varying portions of the Nation's 770 G gawatts
of capacity. Many of these are "non-utility"

generators or unregulated utility affiliates.
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Servicing this diverse generation sector is an
| nportant network of essential facilities: 175,000

mles of high voltage transm ssion lines (worth $61

billion at book value). There are, in reality, just
three integrated transm ssion "machi nes" -- the Eastern
and Western Interconnections and Texas -- over which

utilities in each grid buy and sell anong thensel ves.
However, they are subject to the requirenents of 152

sub-regi onal control areas.

Where utility operations and the relationship

bet ween resources and | oad were once primarily |ocal,
inter-utility and interstate comrerce have tended to
enlarge a utility's operations and expand its
comercial relationships. As conpetition and
electricity demand have grown, the nunber of whol esale
transactions has dramatically increased — an amazi ng
400 percent since 1996. Electricity markets that are
now devel opi ng cannot have their size and operations

constrai ned by corporate boundaries, congested
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I nterfaces, use of different pricing nodels, and

| ocalized regulatory restrictions. In reality, the
grid makes all market participants nutually dependent
at the wholesale level. Yet, use of that systemis
still governed |argely by local or sub-regional

I nterests. Thus, the future of the transm ssion grid
remai ns the single nost inportant, m sunderstood, and
unresol ved public policy issue bearing on our donestic

I nfrastructure.

In sum al though nost Anmericans do not recogni ze
it, conpetitive bul k power markets have becone a
critical national econom c objective. They remain far
frominevitable, however. |f | have one nessage for
you today, it would be this: no matter how well -
devel oped and supported the econom c support for a
conpetitive market or how urgent the need for reform
and i nprovenents, history, politics, ideology, and | aw
wi Il alnost inevitably get in the way of naking the

necessary changes. Count on it.
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W in the U S. began to address the technol ogi cal

and institutional inadequacies of the old utility nodel
sonetine ago. In 1996, the Comm ssion ordered the
transm ssion-owning utilities subject to its
jurisdiction to provide third parties with non-

di scrimnatory open access to the grid and a quality of
service conparable to the service that utilities

provi ded their own generators. This was Order No. 888.
Its open access and conparability principles echoed

t hose the Conm ssion had adopted earlier for natural
gas pipelines. And, just like natural gas pipeline
open access, Order No. 888 has proved to be only a
partial solution to undue discrimnation, market power,

and a lack of transparency.

In the four years since Order No. 888, access to
mar ket i nformation over el ectronic nedia has inproved,
ten percent of all generation facilities have been sold
to entities who generally want to conpete with

traditional utilities for markets, and marketer
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activity has accelerated. W have al so seen
unprecedented | evel s of corporate consolidation and
strategic realignnments. Conpetition has tended to nake
margins slimrer at every stage of the value chain. It
has driven down commodity prices. It has forced
conpanies to secure profitability, not from nonopoly,
but frominnovation, new services, and cost-cutting.

Thi s shoul d benefit consuners.

However, problens have arisen. Electric denand,
once stagnant for years at a tine, is boom ng, W ping
out reserve margins. The whol esal e market has becone
so dynam c, the transm ssion system has been subject to
many unexpected stresses and congestion. The exercise
of market power, the lack of new transm ssion capacity,
the diversity of market participants, and regul atory
restrictions have al so conspired to cause probl ens that

now demand both market and public policy solutions.
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Today, we nust decide how to pronote nore efficient
managenent of congestion on transm ssion facilities,
how to ensure accurate determ nati ons of avail abl e
transm ssion capacity (ATC), how to deal with parall el
path flow i ssues, how to address the prevailing
uncertainty associated with transm ssion planning and
expansi on, how to elim nate pancaked transm ssi on
rates, and how to thwart the tenptation of transm ssion
providers to unduly discrimnate in favor of affiliated

power market participants.

.

Agai nst that background, |let ne be nore specific
about what Anerican policymakers in general, and the
FERC in particular, have encountered and how we propose
to overcone the obstacles. To be sure, there are
powerful forces that wll resist change. 1In the eyes
of many, any neasure of additional regulatory
I ntervention, even to foster devel opnent of integrated

power markets, is suspect. For others, nothing short
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of central planning or conplete | ocal control can
equitably and effectively serve the commopn needs of
electricity consuners. Electric "deregul ation" opens
countl ess opportunities to be dogmatic. Neverthel ess,
| believe that we nust navi gate between these extrenes
to pronote change. | need not tell you that the
advant ages of incunbency are never easily abandoned.
Uilities retain market power and brand recognition and
do not wwsh to forfeit these advantages. They insist,
and Anerican policynakers have general ly al ready
agreed, that consuners nust reinburse themfor

i nvestnents that m ght be left without markets in the
worl d of conpetition. It is no wonder that
restructuring has slowed at both whol esale and retail

| evel s. However, there are features of the Anerican

I ndustry that could weaken conpetition even nore

seriously.

First, it is inportant to understand that the

electricity industry in the US. is already becom ng
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| ess regul ated as new entities are created to
participate in providing energy services, risk
managenent tools, and supply alternatives. This is a
positive devel opnent. There are few reasons for

regul ators to intrude into many aspects of the

busi ness. I n other areas, however, the Conm ssion's
ability to devel op conpetitive markets, to open the
entire transm ssion network, or to nonitor the fairness
and efficiency of energing markets is restricted by a

| ack of jurisdiction. The market is conposed of

t housands of entities that participate in or depend on
t he whol esal e market and the transm ssion system Only
a portion engage in sales for resale that are
jurisdictional. Most of those that are jurisdictional
have been awarded narket-based rate authority. Perhaps
nore inportantly, the |aw places fully one-third of the
I ntegrated transm ssion network beyond the Conm ssion's
authority and therefore beyond the reach of the open
access requirenents of Order No. 888. That is a

critical gap.
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Net work i ndustries respond best to uniformty in
| aw and policy. Wwo would suggest, for exanple, that
the Internet would work better if it were owned by
mul tiple private conpetitors and operated in accordance
with various |ocal or regional rules and custons? O
course, until recently only electrical engineers were
accustoned to thinking of transm ssion as a single
i ntegrated network and the platformfor a conpetitive
market. That recognition has caused ny agency
repeatedly to ask the Congress to nmake all transm ssion
subject to our jurisdiction and thus to the sane rul es
of open access and conparable service. Wthout that
uniformty, open access principles wll have |imted
effect. Network integration requires novenent away
froma nmultiplicity of requirenents and | ocal
comercial barriers toward standardi zati on and

openness. Qur goal: E Pluribus Unum

Change of this kind will not be autonmatic, however.

The fault is at least partly governnent's. A patchwork
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of multiple, and often overl appi ng, regul atory
authorities oversees the U S electric industry. Each
has its inportance and legitinmacy rooted in history.
Forty-seven state public utility conm ssions
(Nebraska's utilities are | ocally-governed public power
entities) and the FERC i n Washi ngton have regul ated the
costs and services and corporate decisions of investor-
owned utilities for nost of the last century. That
regul ation is roughly divided between state-regul ated
retail markets, including direct power sales and
distribution, and the sale for resale or bulk power

mar ket that is regulated federally along wth

transm ssi on.

Pragmati ¢ accommopdati ons once nade this el aborate
system of oversight work quite effectively. For
exanple, wth the tacit agreenent of the FERC, vast
amounts of high voltage transm ssion were included in
state retail rates because use of those facilities were

required by utilities to neet their service obligations
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to native | oads under state and |ocal |aw. Today,
however, this so-called "bundled retail transm ssion”
I's the source of policy disputes and litigation. |If,
as the Comm ssion's Order No. 888 generally envisions,
transm ssion nmust be nmade available to all users under
conparable rates and terns for conpetitive markets to
function, the service priority enjoyed by the

transm ssion owner's native |l oad uses will inevitably
cause difficulties. The fate of transm ssion capacity
that has been dedicated to serve native | oads, subject
to state regul ation, remains a fundanent al
jurisdictional question that, dependi ng on the outcone,
could dramatically affect whether there is a real

opportunity for bul k power conpetition.

There are other state-federal issues that cloud the
prospects for open markets, even in states that have
al ready endorsed the idea of whol esale conpetition and
sone formof independent grid operator. The electric

I ndustry is especially vulnerable to price volatility
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during extrene conditions because electricity cannot be
stored and short-run supply and demand are highly
price-inelastic. But, recent price spikes and ot her
travails in California and New York can, in ny view, be
traced in part to the desire of state officials to
govern and "manage" the whol esal e market in ways that
first and forenost favor the citizens of only that
state. There is no better evidence that the best

i ntentions to protect donestic utilities or retail

rat epayers can produce the worst kind of market

econom cs.

[Slide §]

A related set of factors is what | would call the
et hos of deregul ati on and devol ution. Because the
Commi ssion has chosen to allow market rates for
whol esal e sal es of power, it appears incongruous to
critics of governnent for us to be aggressively
advanci ng conprehensive restructuring policies. They

woul d prefer to await the natural evolution of market
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forces. In addition, there are those still eager to
subj ect the operations of even the interstate whol esal e
market to state and local law, priorities, and
preferences. | want to be clear that the FERC has for
several years acknow edged that it is prepared to
enbrace regi onal market differences and defer to states
and mar ket participants wherever possible. Despite
this, any federal proposal that would subject utility
operations in nmultiple states to a single set of narket
rules in the interest of conpetition has sone serious
obstacles to clear. Efforts to curb market power
structurally, whether by separating control of

transm ssion fromother utility functions -- by RTGs,
di vestiture, capacity reservation tariffs, or other
means — are often construed negatively as a seizure of
authority fromstates and a "federalization" of the

I ndustry. That viewis often reinforced by sone very

| egiti mate concerns -- concerns about cost shifts that
may occur when hi gh-cost and | ow cost transm ssion

facilities are nerged into one large network with a
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single rate, or the concerns anong | ow cost states
(whi ch may have a substantial hydropower or coal
generation resource base) that their cheap power w ||
be exported to other markets willing to pay a prem um

for that power.

However legitimate, these fears and opinions have
predictable results. They have al ready paral yzed
Congressional efforts to pronote conpetition. They
have di ssuaded us as federal regulators fromrequiring
the creation of regional transm ssion organizations or
t aki ng ot her avail abl e neasures that could yield
efficient, transparent, and uniform whol esal e markets
nmore quickly. In ny view, the resulting delay in
erecting a workable market structure |eads to
uncertainty, price volatility, declining market val ues
for transm ssion facilities, and disinvestnent in an
I ndustry which is already experiencing troubling

generation and transm ssion capacity shortages anyway.
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Several other well-understood obstacles to |arge,
regi onal power markets threaten to sl ow progress toward
conpetition. The traditional utility regulatory nodel
supported and even encouraged nmultiple pricing schenes,
pancaked transm ssion rates for transactions across
mul tiple systens, and small markets. [|lliquid markets,
a paucity of useful market information, and a | ack of
central dispatch were not problens in the static
envi ronnent of a regul ated nonopoly. Today, however,

t hey have clearly becone problematic.

Qur regulatory task is further conplicated by the
mar ket realities we have inherited. In the U S., where
the boom ng digital econony is denmandi ng new | evel s of
reliability and increases in electricity supplies, we
are suddenly confronting maj or supply/demand
| mbal ances. Reserve margins are unconfortably | ow
| nvestnment in new transm ssion is |lagging and plans for
bui | di ng new generation cannot keep up. Changing

transm ssi on usage patterns have increased the use of
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transm ssion line loading relief procedures (TLR) (400
TLR actions in 1999, equaling 8000 MV of curtail nent),
creating commercial risks and uncertainty. Moreover,

I n part because about half of our states have not
opened their retail markets and given retail consuners
a choice of power suppliers, the task of sending
appropriate price signals and obtai ning a demand- si de

response renmains very difficult.

Al this has contributed to price volatility in
peak periods in certain regions of the country,
denonstrating once again that transm ssion open access
is only part of the puzzle and that real economc
benefits nust await structural changes in the industry.
It is critically inportant that power markets be
all owed to work, even though the pressure is great to
cap rates or reverse course at the first sign of a
mar ket problem Before relying exclusively on markets,
however, we nust first do our best to ensure that those

mar kets are capable of operating effectively, so that
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conpetition can discipline the price of the commodity

and the behavior of rent-seeking market participants.

Recent events have cast doubt on our ability to
prevent aberrant prices in these conplex markets.
Price spikes are a tinely rem nder that, while we are
i nvolved in the intoxicating work of re-inventing a
maj or industry, we nust look diligently after consuner
needs throughout this difficult transition. W nust do
SO0 because electricity is so essential to people that
It cannot always be rationed purely by price. W nust
al so do so to ensure that conpetitive market
initiatives are not summarily reversed before their
benefits to the public becone real and apparent. For
that reason, | was pleased recently that, in contrast
to skyrocketing prices in the over-heated California
mar ket, there was news of billions of dollars in
savi ngs to Pennsyl vani a ratepayers fromthe
restructuring that has taken place in that market. W

need nore such cases.
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Four years after Order No. 888 and the advent of
transm ssi on open access, progress toward whol esal e
conpetition has stalled. Increnentalismhad failed in
practical terns. The Comm ssion therefore took a
significant additional step toward realizing the
prom se and potential of transm ssion open access.

[Slide 10]

In Order No. 2000, issued |ast Decenber, the
Commi ssion did nore than adopt new policies; it set
forth a vision of the future of the wholesale electric
power industry, one based on | arge regional narkets
t hat di scharge key functions nore efficiently than
smal|l or constricted markets. Centralization of grid
operations -- decentralization of other sectors. W
decided that reliability, system operations, grid
expansi on, pricing, and information exchange would
support efficient bulk power markets only if they were

managed across nultiple systens, i.e., regionally.
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Central to our vision is the regional transm ssion
organi zati on or RTO which presides, independent of all

mar ket participants, over operation of the grid.

Order No. 2000 is bold but it is also remarkably
unprescriptive. It accords transm ssion-owni ng
utilities alimted-tine-only opportunity to contribute
their transm ssion assets to separate grid nanagenent
organi zations and to hel p redesign the conpetitive
| andscape, voluntarily. It accords regional narket
participants a voice in market design. RTOs may be
for-profit or non-profit. They can be an i ndependent
system operator (1SO, a transco, or a hybrid
structure. In fact, the | SO and transco concepts are
conpeting fiercely to denonstrate their superiority
In incenting growh or ensuring reliability, but it
appears that different regional preferences will vary

for the near future.

[Slide 11]
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Under Order No. 2000, RTOs can own transm ssion

facilities, |ease them or operate facilities owned by
ot hers. However, each RTO nust in any event satisfy
four cornerstone characteristics, at a mninmm It
must: (1) be independent of market participants;

(2) be big enough and so configured as to refl ect
actual operation of the market; (3) actually have
operational control of the regional grid; and (4) be
responsi ble for short termreliability. |In addition,
Order No. 2000 urges that each RTO perform ei ght

functi ons:

tariff adm nistration and design

congesti on managenent

parallel path flow

ancillary services

OASI S (our nane for an electronic reservation
system - (e.qg., available transm ssion
capacity)

mar ket nonitoring
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transm ssi on system pl anni ng and expansi on, and

I nterregi onal coordination

[Slide 12] In a nutshell, RTOs will change this to this.
Wth better congesti on managenent and central control
of the system regional markets will change fromthis
to this. Again, E Pluribus Unum

[Slide 13]

RTOs are not an end in thensel ves, of course. They
are based on two key assunptions: (1) bigger markets
work better; and (2) a transm ssion network operated
I ndependently of market partici pants can nmake the
systemperformnore fairly and nore efficiently. These
assunptions can be chall enged. However, | believe that
t hose assunptions will be proven true in the next two
or three years, if RTOs are given a real chance. W
see RTGs as the platformfor pricing innovation, better
price signals, and inducenents to good grid operation.

We expect themto devel op better ways to manage
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congestion. And, RTOs may m nim ze the opportunities
for undue discrimnation and restore a |level of trust
anong conpetitors that the grid is being operated
fairly on everyone's behalf. Wth RTGs, the pancaking
of access charges wthin a region can be elim nated.
And, with the advent of RTGs, we expect that a stand-

al one transm ssion business will energe that thrives on
I ncreasi ng throughput, enhancing reliability, and

servi ng custoners.

RTOs wi Il nmake better use of existing facilities.
But, in Order No. 2000, the Comm ssion also decided to
focus on the need to stinulate additional investnent as
wel |, partly because it believes that sufficient
transm ssion capacity, while a relatively small part of
any retail rate, is critical to sustain conpetition.
An approved RTO would be eligible to seek a rate
norat ori um (based on existing rates that are state
controlled); a fornmulary rate of return or other

I nnovati ve approach to setting its equity returns; risk
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prem uns; or non-traditional depreciation rates for new
I nvestnent; |evelized recovery of capital costs; or
performnce- based rates. These offers are both an

I nducenent for utilities to act this year and a signal
that we want transm ssion to be able to stand al one as
a business capable of attracting and applying capital

to provide a public service.

I V.

The prognosis for RTGs is still unclear. This is
hard work and the FERC has chal l enged the industry to
respond. The level of activity has been inpressive.
Sone sound RTO proposals will undoubtedly be devel oped
tinmely and voluntarily. 1 amnot a Pollyanna, however.
| am persuaded that there are transm ssion-owners who
will test our commtnent to fundanental change by
filing increnmental or sub-optiml proposals, wth
| avi sh but unenforceable prom ses for future

| nprovenents. Moreover, the existing i ndependent
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system operators (1SGCs) nmay have concluded, incorrectly

| think, that they have no nore work to do.

G ven what is at stake, | do not believe that the
Commission is in any position to ratify proposals that
skinmp on Order No. 2000's functions and characteristics
or to smle approvingly upon RTGs that draw heavy
protests because of a |ack of public process or which
result in bal kani zati on of the market by anot her nane.
| do expect that our resolve will be tested begi nning
Oct ober 15 when the first filings are due. Meanwhil e,
t he agency appears to be on its own for the nonent.

The U. S. Congress renains undeci ded about the future of
the industry. Difficult debates now seemto revol ve
around the extent to which states or the Conm ssion
shoul d exerci se oversight over the interstate trade in
electricity. The E.U, which is exercising central
authority over nenber nations in opening markets, my
realize success nore quickly than the U S., which

(despite a strong tradition of central oversight of
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i nterstate comerce) still has no national plan to get
to conpetitive markets, other than what we have

provided in Order Nos. 888 and 2000, of course.

[Slide 14]
You may take fromthe U S. experience and the
Comm ssion's current initiatives whatever |essons you

w sh. Qur donestic electricity markets have been
evolving toward a conpetitive nodel for over 20 years,
despite the lack of a precise vision of what the goal
Is. Reqgulatory efforts to pronote conpetition have

I ncreased in nunber in recent years and the industry
has | argely kept pace. In wholesale markets, the end
result is becoming clearer: E Pluribus Unum

Yet, we are still on the frontier of institutional

change and the transition may take several years nore.

We face challenges that differ fromthose facing
the E.U.  Privatization is a peripheral matter, for

exanple. Qur small retail custoners have been sl ower
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than yours to receive the power (and slower to exercise
t he power they have) to switch suppliers. But, like
the E. U, we too have a fragnented bul k power market
and nultiple "sovereigns" to coordinate. W too have
utilities unmilling to give up market power and ot her
mar ket participants wlling to profiteer by this
transition. W have regul ators and ot her policynmnakers
who are slow to enbrace markets and a pro-conpetitive

nodel of oversight.

Unfortunately, uncertainty on these key nmatters is
the eneny of investnent and planning and, ultimately,
efficiency. Qur RTO programis designed, first and
forenost, to end uncertainty and to achi eve a
structural transformation that will place U S
policymakers in a situation where they have to sort out
jurisdictional questions, curb market power, get prices
right, and establish market rules that will generate
real consuner benefits. For these reasons, regulatory

(and hopefully, legislative) policynaking nust be even
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cl earer and nore unequivocal than it has been to date.

| urge you, as | do ny Anerican coll eagues, to be bold

and to persevere. It will be worthwhile.

Thank you.



